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Introduction 

Mr. Chairman, we have prepared fo r  the Committee a background 

presentation on "international financial trends." U.S. monetary policy 

decisions affect such trends and, t o  some extent, m y  be affected by them. 

With t h a t  i n  mind, and u s i n g  the package of materials before you, Jeff  

Shafer and George Henry will review some of the economic and financial  

factors influencing exchange market developments and some of the inter- 

national f inancial  implications of the o i l  s i tuat ion.  When they have 

finished, I will of fe r  a few concluding comnents. 

Mr. Shafer. 

* * * * c * i *  
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The red l i n e  i n  t h e  top panel of C h a r t  1 shows t h e  weighted-average 

fore ign  exchange value of t h e  d o l l a r  s ince  1973 -- t h e  begininning of t h e  f l o a t i n g  

exchange r a t e  period. The black l i n e  shows t h e  r a t i o  of fo re ign  t o  U.S. consumer 

pr ices .  

From March 1973 t o  1976 t h e  t rend  of t h e  d o l l a r ,  a l though obscured by s i z a b l e  

f l u c t u a t i o n s ,  appears  t o  fol low t h e  r i s i n g  p a t h  of fore ign  p r i ces  r e l a t i v e  t o  U.S. 

prices. 

movement of p r i ces  abroad r e l a t i v e  t o  p r i c e s  here .  But t h e  s l i d e  of t h e  d o l l a r  

has been much s t e e p e r  than t h e  t rend  i n  r e l a t i v e  p r i ces .  The bottom panel  shows 

the  r e s u l t i n g  drop i n  one measure of  t h e  pr ice-ad jus ted  average va lue  of  t h e  d o l l a r - -  

o r  what is o f t e n  r e fe r r ed  t o  as  t h e  r e a l  exchange r a t e .  

The dec l ine  of t h e  d o l l a r  s ince  then  has been a s s o c i a t e d  wi th  a downward 

Chart  2 p l o t s  b i l a t e r a l  movements, of t h e  d o l l a r  a g a i n s t  t h e  cu r renc ie s  

of G e m n y ,  Japan,  Switzer iand and t h e  United Kingdom, toge the r  wi th  +he r a t i o  of 

t h e  p r i c e  l e v e l  i n  each of t h e s e  economies t o  t h e  U.S. p r i c e  leve l .  The c h a r t  

i nd ica t e s  a genera l  corresqondence between pr ice  t rends  and exchange rate t r ends .  

Since March 1973, the  d o l l a r  has  deprec ia ted  a g a i n s t  t h e  cu r renc ie s  o f  t h e  t o p  

th ree  c o u n t r i e s ,  where p r i ces  have r i s e n  more slowly than i n  t h e  United S t a t e s .  

It rose a g a i n s t  the U.K. pound through 1976, i n  l i n e  w i t h  t h e  more r a p i d  rate of 

p r i ce  inc rease  i n  the  United Kingdom. But  s i n c e  then ,  t h e  d o l l a r  exchange r a t e  

aga ins t  t h e  pound has f a l l e n  below t h e  t r end  o f  r e l a t i v e  p r i c e s , a s  f a c t o r s  such 

a s  North Sea o i l  cont r ibu ted  t o  a s t r eng then ing  of pound. 

Se la t ive  p r i c ?  c:o\-c.r:ents a r e  c l e a r l y  an important element i n  account ing  

f o r  t rends  in the  d o l l a r .  I n  19S0, the  s t a f f  expects  p r i c e s  abroad t o  rise more 

slowly than U.S. p r i ces ,  but probably by only one O K  two percent .  P r i c e  inc reases  

i n  Germany and Switzer land,  however, a r e  expected t o  be s u b s t a n t i a l l y  l e s s  than  i n  

t h e  United S t a t e s .  
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Several factors  have operated since March 1973 to  cause dol la r  exchange 

ra tes  t o  deviate from the path of re la t ive  prices.  ‘Chart 3 provides a perspective 

on the re la t ionship between in t e re s t  r a t e  developments and the  exchange market 

performance of t he  dol lar .  

shown again i n  the top panel. 

The weighted-average exchange r a t e  for  the dol la r  i s  

The middle panel shows the 90 day i n t e re s t  r a t e  on U.S. C D s  i n  red 

and a weighted-average of 3-month foreign in t e re s t  r a t e s  i n  black. As can be 

seen from the Chart, U.S.  and foreign in t e re s t  r a t e  movements have been broadly 

paral le l .  

between U.S. and average foreign in te res t  r a t e s  t h a t  have occurred. 

comparison, the black l i ne  presents the d i f f e ren t i a l  between t h e  U.S. i n f l a t ion  

r a t e  and the average foreign inf la t ion  r a t e  over the previous 12  months. 

term movements i n  the in t e re s t  r a t e  d i f f e ren t i a l  have tended t o  follow the i n f l a t i o n  

d i f fe ren t ia l .  

The red l i ne  i n  the bottom panel shows the movements i n  the d i f f e r e n t i a l  

For 

Longer- 

One episc.’e is which short-run in t e re s t  r a t e  developments deviated f x m  

i n f l a t ion  developments and had a s ignif icant  short-run impact on the  dol lar  

occurred from l a t e  1974 t o  l a t e  1975. During t h i s  period the drop i n  U.S. i n t e r e s t  

ra tes  re la t ive  t o  foreign in t e re s t  ra tes  and the subsequent reversalwere para l le l led  

by a decline i n  the dol lar  and then a recovery. 

the dol la r  remained firm i n  1976 even though U.S. i n t e re s t  rates f e l l  behind 

r i s ing  foreign in t e re s t  r a t e s  while the in f l a t ion  d i f f e r e n t i a l  w a s  s table .  

pat tern re f lec ts  the behavior of several  foreign cent ra l  banks which raised i n t e r e s t  

rates sharply t o  moderate depreciations of the i r  currencies. 

In contrast  with t h i s  episode, 

This 

The three panels i n  Chart 4 r e p e a t  for the German mark and the d o l l a r  

the same comparisons made i n  Chart 3. 

1973 through 1975 s izable  f luctuat ions i n  r e l a t ive  i n t e r e s t  r a t e s  corresponded 

reasonably well with short-run f luctuat ions i n  the mark-dollar exchange rate. 

from l a t e  1975 through l a t e  1978 the in t e re s t  d i f f e r e n t i a l  and in f l a t ion  

d i f f e ren t i a l  between the two countries tracked ra ther  closely. Over t h i s  period 

the dol la r  followed a weakening trend against  the mark, but short-run f luc tua t ions  

The bottom panel shows that from March 

B u t  

. 
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about t h i s  trend were small. Despite a narrowing of the d i f f e ren t i a l  between 

U.S. and German in t e re s t  ra tes  i n  1979, with no reduction i n  the in f l a t ion  

d i f f e ren t i a l ,  the  dol lar  declined only moderately against the mark. 

~ 

For the record, i n  1980, we expect in te res t  r a t e s  abroad t o  remain i n  

t h e i r  recent range on average, including i n  Germany. 

Shif t ing demands for  assets denominated i n  dol la rs ,  for  reasons other 

than movements of r e l a t ive  price levels o r  rates of return,  a l so  influence do l l a r  =change 

rates.  

has provided an incentive fo r  o f f i c i a l  holders of do l la rs  t o  divers i fy  into 

other currencies in  order to  reduce the va r i ab i l i t y  i n  the value of t h e i r  reserves. 

C h a r t  5 summarizes some evidence concerning divers i f icat ion.  The top panel shows 

the evolution of the composition of the foreign exchange reserves of a sample of 

For example, it has been argued that the advent of f loat ing exchange r a t e s  

76 countries. 

The chart  suggests t ha t  since 1973 there has been no secular  trend of 

divers i f icat ion out of dol lars .  

mrkedly while the shares of marks and other currencies have r isen.  The do l l a r  

share of reserves rose from 1973 t o  1976 and has declined moderately s ince 1977. 

Xather, t he  share of s t e r l i n g  has declined 

It was s t i l l  w e l l  above i ts  1973 low i n  September 1979. The decline i n  the 

dol lar ' s  share since 1977 i s  largely a t t r i bu tab le  t o  the  e f f ec t s  of exchange rate 

changes on the valuation of reserves ra ther  than t o  s a l e s  of do l la rs  fo r  .other 

currencies o r  major s h i f t s  i n  the currency d is t r ibu t ion  of additions t o  reserves. 

More recently there  have been reports of some OPEC d ivers i f ica t ion ;  

but w e  have no evidence that, a s ide  from Iran,  l a r g e  s h i f t s  have occurred. 

ahead, i f  the dol la r  weakens for  other reasons, o f f i c i a l  d ivers i f ica t ion ,  o r  f ea r  

of it in  the aftermath of the Iranian asset freeze, may add t o  the downward pressures 

on t h e  dollar.  But  the evidence suggests t h a t  i f  other factors  become favorable for  

the dol lar ,  o f f i c i a l  reserve management might not be a negative fac tor  and indeed 

might over t i m e  even have a posi t ive effect .  

Looking 
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The lower panel on the C h a r t  shows t h e  currency composition of Euro- 

currency l i a b i l i t i e s .  This Chart i s  presented t a g i v e  a rough indication of 

trends i n  private as  well a s  o f f i c i a l  use of the dollar.  The movements of 

currency shares here roughly para l le l  those for  o f f i c i a l  reserves. 

C h a r t  6 presents data on o f f i c i a l  exchange market intervention i n  

dol lars  by m j o r  countries. 

by foreign central  banks and by the United S t a t e s .  It indicates that  t he  scale  

of net dol lar  intervention increased sharply i n  1977 and has remained greater  

than i n  the e a r l i e r  par t  of the f loat ing r a t e  period. U n t i l  1978 most of the 

net intervention was undertaken by foreign cent ra l  banks. 

United States  took a la rger  share. 

The middle panel shows net o f f i c i a l  dol lar  purchases 

I n  1978 and 1979 the 

I n  general, intervention purchases of dol lars  have occurred when the 

dol la r  has been weak, thereby moderating i t s  decline, and sa les  have occurred 

when it has been strong, or  t o  unwind previous intervention when the do l l a r  

has been a t  least stable.  In  1974, howeyer, net  dol lar  s a l e s  occurred even 

though the dol la r  declined over the year. 

purchases of dollars t o  counter downward pressure i n  exchange markets were 

of fse t  by the net o f f i c i a l  sa les  of foreign cent ra l  banks. Intervention that runs 

counter t o  the trend of the d o l l a r ' s  value,or t h a t  is of fse t t ing  among countries,  

r e f l ec t s  the reserve and intervention currency roles  of the dol lar .  Some of the 

differences i n  intervention by individual cen t ra l  banks can be seen i n  the  

bottom panel where net do l l a r  purchases by Germany, Japan, and other 

countries a r e  shown. 

opposite directions have been common. 

Azd ii; the  second half of 1979 U.S. 

Years i n  which intervention by the three have been i n  

Assessment of the e f f ec t s  of intervention on exchange r a t e s  is 

d i f f i c u l t ,  since a judgment as t o  how much fur ther  a currency might have moved 

i n  the absence of intervention is required. 

dramatic success, intervention has been i n i t i a t e d  i n  conjunction with new 

monetary O r  other Policy actions.  

Moreover, i n  most episodes of 

The pr incipal  e f f ec t  of intervention under such 
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circumstances may be t o  underscore the importance authorities attach to  the 

exchange rate in setting and executing their overall economic policies.  

George Henry w i l l  continue our presentation. 
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Complementing the factors  t h a t  Y r .  Shafer has reviewed, especially 

the influence of r e l a t ive  price levels ,  the behavior of the U.S. current-account 

position i n  1977 and 1978 helps t o  explain the decline in the va lue  of the dol lar  

in those years. Perhaps the most important channel through which  current-account 

developments affect exchange r a t e s  is by influencing expectations concerning r a t e  

adjustments t h a t  may be required t o  achieve sustainable external posit ions over 

time. How current-account developments affect  expectations will depend on the 

market's view o f  the underlying factors a t  work. 

son of t h e  panels i n  Chart 7, the declining U.S. current-account position in 1976, 

a t t r ibuted a t  the time t o  temporary cyclical  factors ,  was associated w i t h  an ap- 

preciating dol lar .  The cyclical character of these developments was called i n t o  

question by the fur ther  sharp decline in our balance i n  1977 and substantial  down- 

ward pressure (rc the dollar  merged. 

As can be seen from a cmpari-  

Recently, the U.S. current account has  improved notably. Substantial 

growth in net service receipts  has contributed importantly t o  t h i s  favorable 

swing. As shown i n  the top  panel of Chart 8, growing income on net investment 

abroad has recently been a dynamic factor .  Net investment-income receipts now 

exceed $30 b i l l i o n ,  of which approximately half i s  reinvested abroad. 

Our t rade  position a l so  has exhibited large s h i f t s  i n  recent years. 

The balance excluding agricul tural  exports and o i l  imports i s  shown i n  the second 

panel of the chart;  i t  declined s teadi ly  and sharply from the recession-induced 

surplus o f  1975 th rough  the beginning of 1978. 

improvement over the past two years and i s  now nearing surplus. As can be seen 

f r m  the f inal  two panels, th i s  improvement has reflected s u b s t a n t i a l  growth i n  

the volume of our  non-agricultural exports and s tab le  non-oil imports -- both 

largely a t t r ibu tab le  t o  the e a r l i e r  depreciation of the dol la r .  

I t  has shown an equally dramatic 
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Our projections suggest tha t  the current account i s  not l ike ly  t o  

be a bearish factor  fo r  the dol la r  a t  l ea s t  a f t e r  the f i r s t  half of this year. 

These projections fold i n  the huge increases i n  our b i l l  for  imported o i l  

(depicted i n  Chart 9)  t h a t  have occurred and are expected t o  continue. 

increases, of course, have affected every oil-importing country and they have 

affected as well the external position of OPEC. 

Similar 

As can be seen i n  Table 1 ,  l ine 3, the i n i t i a l l y  huge OPEC current- 

account surplus i n  1974 had v i r tua l ly  disappeared by 1978. 

non-oil developing countries, which peaked i n  1975, had been worked down t o  more 

reasonable levels by 1977. 

back t o  square one i f  not beyond; we project an OPEC surplus of $100 b i l l i o n  o r  

more in 1980 and a very substantial  widening in the deficits of non-oil develop- 

ing countries. 

t h a t  i s ,  the capacity of the international financial system t o  handle OPEC's 

surplus and t o  channel funds t o  countries i n  d e f i c i t ,  in par t icu lar  t o  developing 

countries. 

The deficits of the 

The b i g  oil-price increases of 1979 have taken u s  

These prospects r a i se  anew the so-called "recycling question," 

Chart 10 provides some historical perspective on this question. As 

can be seen in the top panel, o f f i c i a l  flows t o  non-oil developing countries 

increased rather rapidly dur ing  the period of large and rising deficits in 

1974-75; since 1975 o f f i c i a l  flows have risen more modestly. 

shows tha t  banking flows a l s o  rose sharply in 1974 and 1975, and t h e n  leveled 

off .  

developing countries as a group added substantial amounts t o  their gross reserves 

in every year a f t e r  1975. 

The  middle panel 

B u t  they have expanded again recently. As indicated i n  the f ina l  panel, 

Table 2 provides some de ta i l  on the recent behavior of bank claims on 

non-o i l  developing countries. Debts t o  banks rose a s  a share of to ta l  d e b t  of 
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these countries f rm  a b o u t  25 percent in December 1973 t o  almost 45 percent a t  

the end of 1979. In i t i a l ly  i n  1973, and fo r  several years thereaf ter ,  U.S. 

banks held more t h a n  half the claims, b u t  since 1976 U.S. bank credits have 

risen much more slowly than have those of foreign banks -- and the U.S. share 

of the to t a l  has consequently fa l len  substantially.  

The upper panel of Chart 11 plots  t o t a l  claims of U.S. banks on non- 

o i l  developing countries. 

years as international lending became a s ignif icant  part  of to ta l  portfol ios .  

As is  shown i n  the bottom panel of the chart, claims re la t ive  t o  bank capi ta l  

and asse ts  have remained essent ia l ly  unchanged for  about two years -- a f t e r  

having risen sharply ea r l i e r .  One f ac to r  i n  t h e  slower recent pace of lending 

t o  developing countries by U.S. banks may have been the low spreads t h a t  have 

Growth of  these claims slowed over the past f o u r  

recently prevailed on syndicated 

banks may have reached levels of 

beyond which they would n o t  have 

Eurocurrency credi ts .  

exposure t o  cer ta in  major borrowing countries 

f e l t  comfortable. Such a s i tuat ion does not 

Moreover, some U .  S. 
....- 

imply a cessation of increases i n  U.S. banks' l ending  t o  developing countries -- 
part icular ly  if  spreads were t o  rise; i t  more l i ke ly  suggests a continuation of 

the moderate pace of lending of recent years. 

A t  f i r s t  b l u s h ,  growth i n  bank cred i t  t o  non-oil developing countries 

no f a s t e r  t h a n  t ha t  of recent years would appear t o  suggest a d i s t i n c t  financing 

problem, since the deficits of these countries, shown i n  the upper panel  of the 

f ina l  chart, a r e  expected t o  be substant ia l ly  enlarged i n  1980 and 1981. 

ea r l i e r ,  however, t h a t  borrowing in recent years has exceeded these countries' 

imnediate financing requirements -- i n  f a c t ,  by about $10 b i l l ion  per year on 

average over the past four years. 

oil developing countries would thus s ign i f icant ly  reduce borrowing requirements. 

I noted 

Simply eliminating reserve increases by non- 
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Moreover, as  can be seen in the  middle panel, increases in IMF quotas and the 

establishment of special f a c i l i t i e s  have substantially increased the ava i lab i l i ty  

of Fund resources. 

be called f o r  i n  the future  and, g i v e n  the relat ively h i g h  level of t he i r  reserves, 

t h i s  would not i n  i t s e l f  be cause f o r  alarm. 

Some net use o f  reserves by non-oil developing countries may 

On balance, the prospective s t resses  i n  international financial markets, 

generated i n  large part by sharply r i s ing  energy prices,  appear t o  be basically 

manageable -- b u t  there are  some potentially serious risks. 

(1 )  the possibil i ty of fur ther  large o i l  disruptions; (2)  the possibi l i ty  t ha t  

developing countries may f a i l  t o  take prompt steps t h a t  would reduce their de f i c i t s  

over'time and, consequently, t ha t  severe economic adjustment on the part  of a 

number of those countries will ultimately be required in order for  them t o  service 

their debts ;  or (3) the possibi l i ty  t ha t  countries, developed as  well as  developing, 

These include: 

will impose trade r e s t r i c t ions  i n  an effort t o  amelioc-are the i r  own d i f f i cu l t i e s .  

Ted Truman w i l l  now conclude our presentation. 
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Concluding Comnents 

One aspect of international developments that is of major 

concern to the Federal Reserve is the foreign exchange value of the 

dollar. 

economic and financial factors that are comnonly regarded as influencing 

the dollar's value. 

For that reason, Mr. Shafer and Mr. Henry have reviewed the 

No one factor should be regarded as dominating the determination 

of the dollar's foreign exchange value over all time periods. 

over the longer run--measured in years--a central role must be assigned 

to monetary policy. 

concern. And it is much more difficult to sort out the direct influence 

o f  various factors in %he short run-;measured in months. 

Nevertheless, 

But the long run often is not the focus of imnediate 

One way it sumnarize the short-run influences on the dollar i s  

to think in terms of the demand for dollar-denominated assets. That 

demand can be viewed as being determined in the short run by two factors: 

the nominal interest-rate differential and the expected exchange-rate 

change. 

everything else being equal, the quantity o f  do1 lar-denominated assets 

demanded and, hence, the exchange value of the dollar would be expected 

to decline. 

If U.S. interest rates decline relative to foreign interest rates, 

But everything else may not be equal. Specifically, the 

complex of factors that bear on the expected exchange-rate change may not 

remain constant. These include the other factors Jeff and George reviewed: 

relative inflation rates, diversification practices, intervention activity, 

and current account developnents. In particular, the exchange rate is 
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strongly influenced by what is  expected to  happen to  economic variables 

and t o  policies affecting those variables. 

based on i t s  perception of changes i n  pol ic ies ,  especially those affecting 

inf la t ion  rates.  

The market may react sharply 

A broader area of Federal Reserve concern i s  the smooth 

funct ioning of the international financial  system. As Mr. Henry has outlined, 

we believe tha t  the overall s i tua t ion  w i t h  regard t o  current account surpluses 

and d e f i c i t s ,  and their f inanc ing ,  in 1980 and 1981, i s  basically manageable. 

However, many countries face serious d i f f i c u l t i e s ,  and the capacity of 

developing countries t o  cope w i t h  their prospective, larger d e f i c i t s  without 

excessive reliance on new bank financing will depend t o  a considerable extent 

on whether the demand for  t h e i r  exports is reasonably well maintained. 

Thus,  there are  risks, and they have increased s ignif icant ly  i n  

recent months w i t h  the fur ther  rise i n  o i l  prices on t o p  of  an expected 

slowdown i n  global economic ac t iv i ty .  

a re la t ive ly  s table  international po l i t i ca l  environment, which may be an 

optimistic assumption. Disruptions i n  t h e  international financial system 

would almost cer ta inly spil l  over in to  exchange markets, although the 

implications for the foreign exchange value of the dol la r  migh t  be either 

positive o r  negative. 

have serious, adverse implications for inf la t ion ,  f o r  the health of the 

U.S. banking system, and for prospects fo r  economic growth i n  the near and 

long term. 

These r isks  will be present even i n  

Perhaps more importantly, many such disruptions would 

That concludes o u r  presentation, Mr. Chairman. 




